The impact of business regulations on firms could depend on how the regulations are enforced in practice. Exploiting variation in enforcement capacity across the Russian Federation's administrative regions, this paper examines whether the enforcement of restrictive regulations on hiring and firing workers affects how firms adjust employment during industry upswings and downswings. The analysis finds that the extent to which firms adjust employment upward during industry upswings and downward during downswings is smaller in regions with stronger enforcement capacity (or stricter de facto employment protection). The effect of enforcement is sizable: for example, increasing enforcement capacity from the 25 th to the 75 th percentile dampens employment adjustment in a downswing by 34 percent. Thus, although restrictive regulation on hiring and firing reduces the ability of firms to adjust employment, the extent to which it does so depends on enforcement.
Introduction
On paper, many countries have stringent regulations governing the hiring and firing of workers. For instance, there are almost 90 countries in which a firm is required to pay ten weeks or more of salary as severance pay when dismissing an employee for redundancy (World Bank, 2016) . Such regulations are the subject of a growing body of research which, like research on other business regulation, is based largely on de jure measures. However, survey data suggest that the enforcement of business regulations in low and middle income countries is often weak and uncertain (Hallward-Driemeier and Pritchett, 2011) . Is this poor enforcement related to weak enforcement capacity, and does it matter to how firms respond to regulations?
The Russian Federation's labor code provides a good setting for examining this question. Its provisions governing hiring and layoffs are strict by international standards. While the labor code is the same countrywide, there is evidence that government capacity to enforce it varies across the regions of the Federation. For example, the number of labor inspectors per hundred thousand covered employees varies from a minimum of 11 to a maximum of 50 across regions. Similarly, the capacity of courts to handle labor disputes also varies across regions (Gimpelson et al., 2010; Gimpelson and Kapeliushnikov, 2008) . In general, regulatory enforcement is weak in Russia; for example, its score in the World Justice Project's "Effective Regulatory Enforcement Index" is 0.5, while most high income countries have a score near 0.8.
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In order to test if enforcement capacity matters to firm behavior, we draw on a fundamental theoretical prediction about the effect of regulations that raise the cost of hiring and firing workers. The prediction is that such rules should reduce employment adjustment in response to shocks, not only decreasing the number of layoffs during upturns, but also dampening hiring in upturns because of direct hiring costs and the potential cost of having to lay off newly-hired workers in the future (Oi, 1962; Nickell, 1986; Hamermesh, 1993) . The enforcement of such rules too matters here because the expected cost of labor adjustment depends on the firm's assessment of the probability that the law will be enforced.
Our empirical strategy for testing this prediction is the following. We first identify episodes of upturns (surges) and downturns (slumps) in different manufacturing sectors (relative to their trend growth rates) from time series data on industry output. Using a large firm-level panel data set that includes firms from 79 regions of the Russian Federation, we then test if firms' employment adjustment during these episodes is smaller in regions with better capacity to enforce labor laws.
As expected, the regression results show that compared to normal years, the annual growth in firm revenue and employment is significantly higher during surges, and lower during slumps. But unlike revenue, the degree to which employment adjusts upwards during upswings and downwards during downswings is significantly smaller in regions with stronger enforcement capacity. This suggests that the extent to which employment protection laws dampen labor adjustment by firms depends on enforcement capacity.
The results hold up to a series of robustness checks. Since the incidence of surges and slumps varies across industries and over time, we can control for aggregate shocks and firm fixed effects (FEs) when estimating how firms adjust employment in surges and slumps. We also show that the results are robust to using alternative measures of enforcement. Another concern is that differences in how firms respond to shocks reflect systematic regional differences in the attributes of firms. The results, however, are robust to allowing firm responses to vary by observable attributes like sector, size, age and capital intensity.
One feature of the study's institutional setting, which is good for our empirical strategy, is that the variation in enforcement capacity across Russian regions is arguably exogenous to regional labor market conditions. This is because labor inspectors are allocated to regions by the center and on the basis of uniform rules based on regional population size (Gimpelson and others, 2010 ). Yet, the concern remains that regional enforcement capacity somehow happens to be correlated with unobserved regional attributes that influence employment adjustment. We address this concern by exploiting within-region variation in the enforcement of labor laws. In Russia, authorities in charge of monitoring compliance focus their efforts on firms above a certain size threshold ('Medium and Large Firms'). Consistent with this, our analysis suggests that regional enforcement capacity has a bigger impact on firms above this threshold. Correlated unobserved regional attributes are thus unlikely to be driving our results, unless they too have a disproportionate effect on firms above this size threshold.
Empirical research into the impact of labor regulations has examined their impact on a range of outcomes: labor adjustment, job flows, unemployment, total employment, wages and firm performance. 6 But with most existing studies focusing on regulations as they are written, enforcement is a largely overlooked issue. The few studies which do look at enforcement suggest that it is unequal within countries, and that it matters. Carneiro (2007 and 2012) exploit variable enforcement of labor law in Brazil to show how stronger labor law enforcement is associated with firm performance and a range of labor market outcomes such as unemployment and informality. 7 Gimpelson et al. (2010) similarly document regional variation in the enforcement of Russian labor laws, and link it to labor market outcomes. While not on labor laws per se, Hallward-Driemeier and Pritchett (2011) is also notable as it documents a gap between business licensing procedures and their application using firm-level data from a set of low and middle income countries. Yakolev and Zhuravskaya (2013) present evidence that discretionary amendments by regional authorities in Russia diluted the enforcement of reforms intended to liberalize business regulation. Our paper thus adds to growing evidence on the significance of regulatory enforcement, and in particular on the role of institutional capacity therein.
Another contribution of our study is to use sub-national variation in enforcement to better identify the impact of labor regulations. Labor laws rarely vary within country, with the result that much of the 6 For example, Bentolila and Saint-Paul, 1992; Blanchard and Wolfers, 2000; Botero et al., 2004; Autor et al., 2007; Krishna, Robles, and, Dougherty 2011; Aghion and others; Haltiwanger et al., 2010. 7 While not focusing on enforcement, Tella and McCullough (2005) use measures of labor regulations based on firm perceptions, which are likely to reflect firms' perceptions of the written law as well as its enforcement. Also, Pierre, Gaelle, and Stefano Scarpetta (2006) show that looking across countries, firms' perceptions about labor laws match their de jure stringency. Their result is not inconsistent with variable enforcement of labor laws within each country. It also suggests that enforcement is not systematically weaker in countries with more stringent laws.
literature is based on cross-country analysis, where it is difficult to control for confounding factors. Only a few studies have been able to exploit within-country variation in the stringency of labor regulations, such as those arising from variation across sub-national entities (Aghion et al., 2008; and Adhvaryu et al. 2014) , across firm categories (Boeri and Jimeno, 2005) or over time (Bentolila and Saint-Paul, 1992; Aghion et al., 2008) . In this respect, our study is closest to Adhvaryu et al. (2013) , which shows that Indian states with stricter employment protection experience lower employment adjustment in manufacturing firms in response to weather shocks. We differ from that study in that our source of variation is not de jure but rather, de facto.
Our study is also relevant to the new literature on firm dynamics and misallocation in low and middle income countries.
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An emerging finding in this literature is that compared to firms in developed economies, firms in low and middle income countries do not increase their productivity and grow as they age (Hsieh and Klenow 2014) . It is hypothesized that this is due to misallocations that harm large firms, and discourage investments in raising plant productivity. Our finding that the enforcement of stringent labor laws which constrain labor adjustment is focused on large firms is consistent with this hypothesis, and thus identifies a particular channel to explain firm dynamics in low and middle income countries.
The rest of the paper is organized as follows. Section 2 gives the institutional background for this paper, describing labor regulations and how they are enforced in Russia. These details are important to understand how we exploit regional variation to identify the empirical results of the paper. Section 3 describes the data, followed by an explanation of our empirical strategy in Section 4. Section 5 presents the results, and Section 6 concludes, encapsulating what we have learned and providing possible directions for future research.
Institutional setting: Labor regulations and their enforcement in Russia
The Russian Federation has comprehensive employment protection laws to regulate the labor market. The current version, enacted in 2002, is mainly adapted from Code of Laws for Labor from Soviet times, though multiple revisions have been made. Whereas the stated purpose of the revisions is to render more flexibility in the labor market, the actual law is still relatively restrictive by international standards. The severance pay requirements and regulation of fixed-term contracts in Russia are much more rigid than those in the OECD or many middle-income countries.
The OECD index of employment protection represents a composite indicator of the strictness of labor regulations that primarily takes into account employers' firing costs. The index is calculated by assigning a score varying from 0 (no regulations) to 6 (most rigid regulations) to specific provisions in national labor law and averaging them using a system of weights (OECD, 2014) . 9 The OECD score puts Russia almost twice as high as average OECD countries (3.6 versus 2.0). However, unlike Western Europe or the United States where labor laws are strictly enforced, Russia has much more variance and flexibility in the enforcement of labor regulations across regions and firms. As described in Gimpelson et al. (2010) , there are three dimensions of variation in the enforcement; namely, the institutional capacity of law enforcement agencies, the demand for enforcement, and the coverage of employed population.
The institutional capacity to enforce labor laws depends, among other factors, on the capacity of the regional labor inspectorates (such as the number of inspectors relative to the employment covered). It also depends on the capacity of courts to deal with labor disputes filed to the judiciary system, indicated by the number of judges available for trying labor disputes or the costs to plaintiffs.
Our main measure of enforcement capacity is the staff size of the State 'Labor Inspectorate' (LI), a federal agency with regional offices. The inspectorate is charged with monitoring the enforcement of all labor regulations concerning hiring, firing, pay, and safety. The Russian Labor Code gives the inspectorate significant discretion in monitoring, and also some executive authority to take legal action in case of noncompliance. Another feature of LIs that is critical for the purpose of our research design is that the size of the regional LI office is determined on the basis of population, and is therefore not always proportionate to the number of firms in the region. This causes regional variation in the ratio of labor inspectors to the number of firms monitored. This mismatch in the staffing of regional LIs is partly reflective of institutional weaknesses inherited from the Soviet past which have not been reformed.
The demand for enforcement of employment protection laws depends on the capacity and propensity of workers and trade unions to raise their voice for better enforcement, which could vary across regions due to a range of cultural and historical factors.
Though the Labor Code generally applies to all firms, and the formal jurisdiction of the LIs extends across firms of all sizes, there is much qualitative evidence to suggest that in practice, the probability of inspection depends on the size of the firm. In particular, regulatory authorities focus inspections on firms categorized as 'Large and Medium Firms'. Unlike such firms, 'Small' firms and individual entrepreneurs are not required to submit monthly statistical reports to authorities. The strict definition of what constitutes a 'Large and Medium Firm' is complex, but as a general rule the size cut off is 50 workers.
The demand for enforcement also might be higher for large and medium firms due to higher labor union representation. While the trade union density or coverage of workers has reduced from close to 100% in the Soviet era, it still remains high for large and medium firms. For instance, the largest trade union in Russia, FNPR, claims to represent 70 percent of the workers in the large and medium firms. Small firms, on the other hand, have few workers who are represented by the union (Gimpelson 2010; Ashwin and Clarke, 2002) .
The Labor Code itself has specific restrictions that apply to larger firms. Article 217 of the code stipulates that all organizations with over 100 employees need to either setup a labor protection service or employ a labor protection expert. In addition, these organizations need to provide an elective trade union body and a "room and appliances" for its functioning, all free of charge (Labor Code, 2002) .
Data

Labor regulation enforcement
The measures of labor law enforcement used in this paper were originally published in Vishnevskaya and Kapelyushnikov (2007) , and subsequently discussed and analyzed in more detail in Gimpelson et al. (2010) . The measures reflect the capacity of labor inspectorates and courts to enforce the regulation or judge disputes, and the demand/voice for enforcement as expressed by the number of cases filed. Table 1 summarizes these measures, which cover 79 regions.
Our preferred measure of enforcement capacity is the number of labor inspectors per hundred thousand employees in large and medium firms. This captures the capacity of the labor inspectorate. Another such measure, the density of inspections, is highly correlated with the density of inspectors and does not add much information (Table 2) .
We also present regressions in which enforcement is measured by the number of dismissal dispute cases filed (by workers) per hundred thousand employees in large and medium firms. This a broader measure as case filing by workers should, among other factors, depend on their perceptions of how efficiently the legal system will deal with a dismissal related dispute. It could also reflect a perceived pro-worker bias of local courts. Higher worker demand for legal redress is also expected to raise firms' assessment of the probability of enforcement of severance payments.
Using this alternative measure does not change our main results. This is not surprising because it is highly correlated with the density of inspectors. Though it adds another dimension to the measurement of enforcement and as such, serves as a robustness check, it is not our preferred measure. Its interpretation is less clear than that of LI capacity; moreover, the number of cases filed could mechanically depend on the incidence of dismissals, which is endogenous to labor regulation. The same concerns hold for another available indicator, the number of detected violations per thousand employees. We do not use the other available measures ("all cases filed" and "pay cases filed"), because they are not specifically about hiring and firing disputes.
Firm-level data
Our regressions use panel data from the RUSLANA database (from Bureau van Djik, BvD). RUSLANA is an extensive data set that provides up to 10 years of financial, administrative, locational and managerial information on about 65,000 registered firms in Russia. The data are based on firms' reporting to various administrative databases such as the tax directorate and social security.
According to BvD, every effort is made to ensure comprehensive coverage of these official databases, so that RUSLANA may include all registered and active firms. The fact remains that RUSLANA coverage is dependent on the extent to which firms report to such official databases. As we understand, a specific issue with coverage is that some firms 'enter' and 'exit' RUSLANA with a lag relative to their actual dates of market entry and exit, possibly due to lagged updating of official databases. The lag in entry into the database, in particular, indicates that RUSLANA has more selective coverage of newly established firms. The selection process is unobserved, in the sense that we lack information on why some new firms enter the database with a lag, while others do not. It could be a concern for our estimation if it varies systematically across provinces, and if the employment adjustment behavior of such selectively excluded firms is systematically different from that of other firms.
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The data set we use is the 2012 'version' of RUSLANA, meaning that it was last updated by BvD in 2012, and spans the 1999-2011 period. Due to relatively poorer availability of employment data in years prior to 2003 and in 2011, 12 we limit our analysis to [2004] [2005] [2006] [2007] [2008] [2009] [2010] . In addition, all observations with negative or missing values for any of the following variables used on our analysis-age, operating revenue, tangible fixed assets and number of employees-were dropped; observations with missing profit value were also dropped. Outlier values (outside the 1-99 percentile range) of key variables (such as the level and change in employment and revenue) were Winsorized (top-coding and bottom-coding the 1 percentile tails).
Measuring shocks to industrial sectors
We classify large deviations from the trend annual growth rate of a manufacturing sector as a shock episode. For each 4-digit level sector, a global trend growth rate was measured using long-term, crosscountry data on industrial output. 13 A sector is defined as being in 'surge' (resp. 'slump') when the difference between its actual sales growth rate and the trend growth rate is larger (resp., smaller) than a pre-specified cutoff value (resp., the 75 th and 25 th percentile values of the distribution of the trend growth rate). A sector can be in three states: surge, slump or 'normal' rate of growth. We conduct this analysis for approximately 80 4-digit level manufacturing sectors. Details are provided in Annex 1. Table 3 presents correlation coefficients between our regional enforcement capacity measure (inspectorate density) and key regional characteristics such as number of firms and gross regional product (GRP). The relatively high positive correlation (0.6) between enforcement and the regional unemployment rate stands out. The fact that regions with stronger enforcement capacity have higher rates of unemployment is consistent with theoretical predictions about the effect of stringent labor laws; however this is not a hypothesis we can convincingly test given the data and setting.
Summary statistics
Regions with stronger enforcement capacity are somewhat less 'industrial': they have fewer firms, a smaller share of manufacturing and a larger share of services in total output. This is consistent with our claim that labor inspectorate density is determined by an 'exogenous' population based rule, as that rule would automatically leave more industrialized regions with lower inspectorate density (unless regional population size is correlated with industrialization).
Regions with stronger enforcement capacity are (weakly) less urbanized. Other attributes like regional GDP per capita and nominal wages are uncorrelated with enforcement capacity. Thus, with the exception of unemployment, urbanization and industrialization, regions with high and low inspectorate density look broadly comparable. 
Empirical Strategy
Main specification
We use firm-level panel regressions to examine the association between sector level shocks and employment growth in firms. The base regression specification estimates the average effect of shocks using OLS:
The regression is estimated on an unbalanced panel of incumbent firms (that is, in a year t, it includes all firms that exist in RUSLANA in year t as well as t-1). ∆ Employment ist is the change in employment in firm i (in sector s, region r) between year t and t-1 (that is, growth in absolute terms). Surge st (resp., Slump st ) are dummies indicated whether sector s was in surge (resp., slump) in year t. The dummy for a 'normal' year for a sector is omitted. The regression include year fixed effects to account for macro shocks that are common across sectors, and firm fixed effects (Φ isrt ) to control for time-invariant unobserved differences in firms. Hence, the effect of a shock is identified from the correlation between shocks and within-firm variation in employment growth. The coefficient on surge (resp., slump) captures the association between sectoral surge (resp., slump) and firm employment growth relative to a 'normal' year when its sector is in neither surge nor slump.
The standard errors are clustered by sector to account for cross-sectional and serial correlation in errors within sectors, a conservative clustering scheme.
A positive coefficient on Surge would indicate that relative to a normal year, employment growth slows down during a surge. Analogously, a positive coefficient on Slump would indicate that relative to a normal year, employment growth slows down during a slump.
Building on the base specification, our subsequent specification examines how the association between shocks and employment increase varies by regional labor regulation enforcement: 
Enforcement r is the (time-invariant) labor regulation enforcement measure for region r. The coefficient on Surge*Enforcement (resp., Slump*Enforcement) measures how the association between a surge (resp., slump) and firm employment growth varies by the regional enforcement level.
Suppose that the average effect of a surge (as measured by α in Equation (1)) is estimated to be positive. Then, the interpretation of a negative coefficient on Surge*Enforcement is that the positive association between surges and employment growth is weaker in provinces with stronger labor regulation enforcement. Analogously, suppose that the average effect of a slump (as measured by β in Equation (1)) is estimated to be negative. Then, a positive coefficient on Slump*Enforcement can be interpreted to indicate that the negative association between slumps and employment growth is weaker in provinces with stronger labor regulation enforcement. In other words, a negative coefficient on Surge*Enforcement and a positive one on Slump*Enforcement are consistent with the hypotheses that stronger enforcement attenuates the employment response to shocks.
The identification assumption behind our strategy is that unobserved determinants of how firms adjust employment in response to shocks are not correlated with the enforcement of labor laws across provinces. One concern with this arises from the fact that the distribution of firms by sector varies across provinces. It could be a 'surge' in Sector X is somehow different from one in Sector Y. It is also possible that how a firm in Sector X responds to a 'surge' in that sector is inherently different from how a firm in Sector Y responds to a surge in that sector. If so, cross-province variation in how firms respond to shocks could reflect cross-province variation in firms' sectors. Hence, we would like to focus on estimating variation in the response to shocks among firms belonging to the same sector, experiencing the same sector-wide shock. To do so, our preferred specification includes sector-year FEs rather than just year FEs.
Cross-province variation in how firms respond to shocks could also reflect systematic differences in the types of firms across provinces; specifically, it could reflect inherent differences in the elasticity of employment growth to shocks. Therefore, in a successive robustness check, we add interactions of firmlevel baseline (year t-1) variables with Surge and Slump to control for size, age and capital intensity related differences in how a firm responds to shocks.
Exploiting size-related variation in enforcement
Russian provinces could differ in unobservable attributes that also influence how firms adjust employment in repose to shocks. For instance, the response to shocks may depend on access to finance, which could vary across provinces. Our empirical strategy would be in doubt if such unobserved attributes were correlated with labor regulation enforcement.
To address this concern about correlated unobserved province attributes, we exploit the de facto variation in labor law enforcement across firms of difference sizes. As discussed in Section 2, labor inspectorates focus on firms classified as 'Medium' and 'Large' firms. Increased enforcement capacity would therefore matter disproportionately to such firms. Hence, the observed association between province-level enforcement capacity and firms' response to shocks is expected to be significantly stronger among medium and large firms. Unless there are correlated unobservable province attributes that similarly dampen employment adjustment to a greater extent among Medium and Large firms, this pattern must be due to enforcement capacity. Gimpelson et al. (2010) note that based on the official definition of a Medium firm, a firm size of 50 employees can be considered as a rough threshold below which labor regulations are unenforced in practice. Building on this, we use the following specification to examine if the relationship between province enforcement level and employment response is stronger among firms of size 50 and above: 
Large isrt is a dummy indicating whether a firm had more than 50 employees in the previous period. The specification includes second-order interactions of Surge, Slump and Enforcement with Large, omitted here for brevity.
The variables of interest are the triple interaction terms between shock measures, enforcement and the indicator for being a large firm. A negative coefficient on Surge*Enforcement*Large would indicate that stronger enforcement attenuates the positive effect of surges to a greater extent among firms with employment above 50. Analogously, a positive coefficient on Slump*Enforcement*Large would indicate that stronger enforcement attenuates the negative effect of slumps to a greater extent among firms with employment above 50.
Since the Large dummy is by definition correlated with firm size (employment), measured interactions between enforcement and Large could reflect a firm size effect, and not just a threshold effect at size 50. Ideally, therefore, a regression discontinuity design (RDD) around size 50 would be a more convincing way to exploit the size-related variation in enforcement. It would demonstrate that the association between enforcement capacity and the response to shocks is significantly stronger in firms just above the threshold of 50 employees, compared to those just below it. 15 But there is an issue with applying RDD methods in this setting: we cannot be certain that there is a discontinuous jump in the probability of enforcement at the 50 employee threshold, a precondition for applying RDD techniques.
Given this limitation, the best we can do is to add interactions with a continuous measure of firm size (employment) as controls in Equation (3), and examine if there is still a 'break' at size 50: Size isrt is the lagged employment level of the firm. 16 As in Equation (3), the variables of interest are the triple interaction terms between shocks, enforcement and the binary indicator for being a large firm. But here they measure the break in the relationship between employment size and Shock*Enforcement around the size threshold of 50 employees.
Testing for differential firm exit
Since our main regressions are estimated on incumbent RUSLANA firms (those which exist in year t as well as t-1) they do not capture employment lost due to exiting firms. This could matter to the interpretation of our results if the rate of exit in periods of shock is systematically different across regions with different enforcement levels. Hence, we also examine if the association between shocks and the pattern of 'exit' from RUSLANA differs with enforcement capacity: 15 The identification assumption in an RDD would be that correlated province attributes do not have a discontinuous jump in their effect on firms at this size threshold. Table 6 presents OLS estimates of Equation (1), measuring the baseline effect of surges and slumps on the annual growth (in absolute terms) in firm employment, revenue and profits. The regressions include year fixed effects, which control for macro shocks common to sectors. In addition, Columns 2, 4 and 6 include firm FEs to account for differences in the fixed characteristics of firms across sector-year cells. Standard errors are adjusted for clustering within sectors (across firms and over time).
Results
Main result: How employment adjustment varies by labor law enforcement
As expected, the coefficient on Slump is uniformly negative, implying that relative to a normal year, a slump is associated with a significant decrease in the growth of employment, revenue and profits. The implied effect is large. Consider employment, for example. Based on the summary statistics shown in Table 5 , continuing firms hired 2.3 additional workers on average between 2006 and 2007. In comparison, as the point estimate of the coefficient on Slump implies, a firm in a slumping sector would have hired only 1.7 additional workers. Also as expected, the coefficient on Surge is sizably positive for all outcomes, though not significant at the 10% level for change in employment and profit. Table 7 present OLS estimates of the main specification in this paper, Equation (2), measuring how the association between shocks and employment growth varies by regional labor regulation enforcement. The enforcement measure used in this estimation is the number of labor inspectors per thousand employees in large and medium firms.
In Column 1, showing the basic specification with year and firm FEs, the coefficient on the interaction term Slump*Enforcement is positive and statistically significant. This implies that the negative relationship between annual employment growth and slumps is significantly weaker in regions with stronger labor regulation enforcement capacity. Symmetrically, the Surge*Enforcement is negative and statistically significant, which means that the positive relationship between annual employment change and surges is significantly attenuated in regions with stronger labor regulation enforcement capacity. Thus, stronger enforcement capacity dampens the employment adjustment to surges and slumps.
The magnitude of the differential with respect to enforcement is significant. According to the baseline estimate presented earlier in Table 6 , the average effect of a slump is -0.6. The point estimate of the coefficient on Slump*Enforcement in Table 7 implies that the slump effect varies from -0.7 in a region at the 25 th percentile of enforcement capacity to -0.5 in a region at the 75 th percentile of enforcement capacity. This is a variation of plus/minus 16% in the average effect size of -0.6.
Columns 2-4 repeat this estimation with additional controls, and the results stay qualitatively similar. The regression reported in Column 2 includes sector-year fixed effects in order to identify the effect of enforcement using only the variation within sector-year cells. This adjusts for regional differences in the distribution of firms by sectors. Column 3 includes interactions of the shock dummies with lagged firm employment level. It could be that employment adjustment by firms depends on the baseline firm size. Hence, this inclusion is to control for any systematic regional differences in the distribution of firms by size. Similarly, Column 3 includes interactions of the shock dummies with the initial age and capital-labor ratio of the firm. Table 8 displays estimates of the same specification as in Table 7 , but with absolute growth in revenue and profits as outcome variables. The key result here-as seen in Column 1 (with firm and year FEs) and Column 2 (with firm and sector-year FEs)-is that the relationship between shocks (surges and slumps) and the growth in revenue does not vary significantly with regional enforcement. This increases our confidence in the empirical strategy, for if regional enforcement did have a relationship with revenue change, we would be concerned that somehow that underlying shock itself was not similar across regions. Similarly, the relationship between growth in profits and shocks too does not vary significantly by enforcement (Columns 3 and 4). Table 9 repeats the estimations reported in Table 7 using a different measure of labor regulation enforcement, the number of labor disputes (regarding pay or dismissal) brought to the courts per thousand employees. As discussed, this measure could reflect workers' perceptions of the judicial system's capacity in handling labor disputes, which is another critical dimension of enforcement capacity. The results are substantively similar. Because this measure is highly correlated with the inspectorate measure, we do not attempt to distinguish between their effects by including both measures in the same regression.
The regressions in Tables 6 and 7 were estimated on surviving firms (those which exist in both year t and t-1). Thus, employment lost through firm exit is not included in the estimation. An alternative would be to estimate the result on all incumbent firms in year t-1, including those which would exit in year t, and treat the latter as having zero employment in year t. While our findings are robust to that approach, we are not convinced that it is a better alternative since the expected relationship between shocks, exits and labor regulation is ambiguous. One the one hand, a firm considering shutting down might be discouraged in the face of heavier labor resistance when employment protection is more stringent. On the other hand, if inflexible labor laws are especially harmful to firm profits, more firms might be forced to shut down. As an alternative to including exit in the main specification, we explicitly estimate how the probability of exit during shocks varies by enforcement. This is discussed in the next section.
Robustness checks: Exploiting size-related variation in enforcement
One concern with our empirical strategy is that enforcement capacity could be correlated with unobserved regional attributes which influence labor adjustment by firms. As discussed in Section 4.2, our strategy for addressing this concern uses within-region variation in labor regulation enforcement. Given that enforcement is focused on firms with more than 50 employees, we expect the effect of enforcement capacity to be stronger for firms above this threshold.
In Table 10 , Column 1, we present OLS estimates of Equation (3), which allows the relationship between enforcement and shocks to vary across firms above and below this threshold. It does so by including interactions of Large, an indicator for a firm being above the size threshold of 50, with Surge*Enforcement and Slump*Enforcement.
Consistent with our hypothesis, the coefficient on Surge*Enforcement*Large is negative. It indicates that stronger enforcement attenuates hiring during surges to a greater extent among Large firms. The point estimate is sizable: specifically, it implies that the coefficient on Surge*Enforcement expands from -0.06 for firms below the size threshold to -0.22 for those above it.
Analogously, the positive coefficient on Slump*Enforcement*Large indicates that stronger enforcement attenuates firing during slumps to a greater extent among Large firms. Though the coefficient is not significant-it is marginally below the 10% level-the point estimate is large: it implies that the coefficient on Slump*Enforcement goes up from 0.007 for firms below the size threshold to 0.150 for those above it. This too suggests that the observed relationship between enforcement and labor adjustment during shocks is driven by the Large firms in our sample.
Column 2 includes triple interactions of a continuous measure of firm size (lagged employment level) with Surge*Enforcement and Slump*Enforcement. This makes it, in effect, a test for a 'break' at size 50. This modification does not make a qualitative difference to the estimated coefficients on Surge*Enforcement*Large and Slump*Enforcement*Large, although their statistical significance drops away. This result is therefore weakly consistent with a threshold effect of enforcement at size 50. The weak result could be because the fuzzy definition of threshold lowers the power of this test. Column 3 adds triple interactions of Surge*Enforcement and Slump*Enforcement with other firm attributes (age and capital intensity) as there is a concern that the employment measure could be correlated with other firm attributes. The main results are the same. Overall, the results in Table 10 suggest that the relationship between enforcement and employment adjustment is indeed stronger among those firms that are the focus of labor inspectorates. Table 11 provides evidence of the impact of shocks and labor regulation enforcement on firm exit, estimating Equation (5) through OLS. The baseline specification is shown in column 1; column 2 adds sectors-year FEs and columns 3 and 4 add interactions of firm employment, age and capital-labor ratio with shocks as additional controls.
Effect on firm exit
The significant negative coefficient on Slump indicates that on average, firms are more likely to exit during slumps than during normal and surge years. At -0.01, it is sizable compared to the baseline annual exit rate in the RUSLANA panel, which ranges between 0.04 and 0.07 during the study period. However, the estimated interaction between Slump and Enforcement is small (-0.001) and statically not significant; and the same holds for the estimated interaction between Surge and Enforcement. Thus, enforcement is not associated with exit rates during shocks, and ignoring or including employment loss due to firm exit is immaterial to our main results.
Conclusion
Laws that impose high firing costs on firms can constrain the efficient reallocation of labor across firms. Indeed, there is a negative relationship between stringency of labor laws and the extent of job reallocation across countries (Haltiwanger, 2010) .
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Our study affirms these concerns, uncovering a specific mechanism through which labor laws could have a dampening effect on job flows.
At the same time, we observe that this mechanism is significantly weaker in places with more compromised enforcement capacity. Thus, a reduction in the stringency of labor regulations might have unexpectedly small impact in places where the existing law is already weakly enforced. Moreover, to the extent that enforcement capacity is weaker in poorer countries, we run the risk of attributing too much blame to their stringently formulated labor laws. We also risk being too complacent about regulations that look good on paper but are not well-enforced.
Our study thus underlines the importance of including regulatory enforcement more comprehensively in the research agenda on productivity and growth in low and middle income countries. Systematic measurement of the enforcement of business regulations would be a good starting point: most of the current evidence on enforcement gaps is qualitative and anecdotal. The role of institutional enforcement capacity in determining the effectiveness of regulations-and its measurement-is another largely untapped field of research. The specification includes the following variables: Slump*log(K/L), Surge*log(K/L) which were omitted for brevity.
